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Established to identify unreported income 
in tax fraud cases, the net worth method 
provides that the increase in net worth, 
adjusted for nontaxable receipts and non­
deductible expenditures, equals gross tax­
able income. The CPA can calculate net 
worth by comparing assets (shown at origi­
nal cost rather than at fair market value) 
net of liabilities on a year-by-year basis. The 
CPA then determines an opening net worth 
figure or total net value of assets for the 
beginning of a given year, calculates net 
worth for succeeding years, and notes the 
difference. By adjusting for nondeductible 
expenditures and nontaxable income, the 
CPA d e te rm in es  u n re p o r te d  taxable 
incom e. If  the  change in n e t w orth  is 
greater than taxable income reported for 
each year, the difference represents unre­
ported taxable income.
The Internal Revenue Service (IRS) uses 
the net worth method to reconstruct income 
of a taxpayer who either fails to maintain ade­
quate records or is suspected of tax fraud. 
The evolution of the net worth m ethod 
began in 1931 with a notable case, Capone v. 
United States, 51 F.2d 609. A1 Capone had 
built up a bootlegging and racketeering 
empire in Chicago but he had evaded indict­
ment for any crime. The government mobi­
lized against him with a mandate from Presi­
den t H erbert Hoover to convict “Public
Enemy Number One.” While Eliot Ness pur­
sued the bootlegging issues, IRS agent Elmer 
Irey worked to establish Capone’s income tax 
evasion.
The basis of the tax evasion investigation 
was a 1927 U.S. Supreme Court ruling in 
United States v. Sullivan, 274 U.S. 259. The 
Court had ruled that illicit income was sub­
ject to income tax and that requiring such 
income to be reported did not violate Fifth 
Amendment protection against self-incrimi­
nation. Coincidentally, Sullivan’s illegal busi­
ness was bootlegging.
Capone had extravagant tastes but either 
used cash or had third parties take care of 
his expenditures. His purchase of brewing 
magnate Clarence Busch’s Florida estate, 
however, provided  IRS agen t Irey with 
proof of Capone’s illicit income. Irey docu­
m ented  the incom e th rough  spending; 
despite Capone’s use of cash for most trans­
actions, the Florida estate was tangible evi­
dence of his income. Capone was convicted 
of tax evasion in 1931.
In 1954, the Supreme Court considered 
and accepted the net worth method of proof 
in Holland v. United States, 348 U.S. 121.1 In 
this case, the governm ent com puted an 
increase in the net worth of Mr. and Mrs. 
Holland to be approximately $20,000 greater 
than their taxable income could support. 
The court affirmed the petitioners’ convic-
1 Interestingly, this case was argued for the petitioners by Sumner Redstone, who spent his early career as a Washington litigator and in
1954 (the year of this decision) joined his father’s business, a chain of drive-in movie theaters. He currently controls Viacom, a multibil­
lion dollar media empire.
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Holly Sharp, CPA, CFP, 
CFE, is w ith  LaP orte , 
Sehrt, Romig & Hand, 
Metairie, Louisiana, and 
Geoffrey P. Snodgrass, 
Esq. is with Snodgrass & 
Associates, New Orleans.
Ms. Sharp is currently  
w riting  another book, 
Calculation of Damages 
from Personal Injury, 
W rongful D eath , and  
Employment Discrimina­
tion, which will be pub­
lished by the AICPA in 
2000.
tion for income tax evasion using the net 
worth method.2
DANGERS OF THE NET WORTH METHOD
The net worth method is “fraught with dan­
ger for the innocent,” noted the Supreme 
Court in the Holland case. The Court pointed 
out some of these dangers, but also con­
cluded that the pitfalls in h e re n t in the 
method do not foreclose its use; they only 
requ ire  the exercise o f g rea t care and 
restraint.
One danger is the initial net worth figure 
may be incorrect because cash accumulations 
have been omitted. For example, Mr. and 
Mrs. Holland argued that they had accumu­
lated $104,000 in cash over several years, 
which was not reflected in the initial net 
worth figure. They argued this cash was sub­
sequently used to acquire assets or pay their 
expenditures. The Court, however, did not 
accept this argument because their income 
had been insufficient to enable them to save 
this amount. The court further noted that 
amounts spent and assets acquired during 
the period in question were bought in install­
ments, supporting that amounts came from 
earnings rather than accumulated cash. The 
taxpayer may have legitimate sources of cash 
accumulations, such as stock or real estate 
sales proceeds, inheritances, gifts, and loans; 
therefore, it is important to establish begin­
ning cash on hand in calculating the opening 
net worth figure.
In addition, the method may reflect an 
increase in net worth over a period of years 
but may not allocate the increase to the
proper tax years. When it is necessary to allo­
cate the unreported income to a particular 
tax year, the net worth method may be inade­
quate. This is particularly important in cases 
with issues associated with the statute of limi­
tations.
The CPA may draw inferences from direct 
evidence in calculating net worth by substan­
tiating assets and liabilities and then adjust­
ing for accountable cash inflows (both tax­
able and nontaxable) and expenditures. The 
proof in a criminal case must be beyond a 
reasonable doubt, but the proof in civil cases 
must be only by a preponderance of evi­
dence.
CALCULATION OF NET WORTH
The net worth of an individual is the differ­
ence between what is owned (assets) and 
what is owed (liabilities). Asset values should 
be reflected at cost, disregarding any increase 
or decrease in asset value after acquisition. 
This approach differs from stating asset val­
ues at fair market value in financial state­
ments submitted for financing purposes or 
reporting to other third parties in which 
assets are generally stated at fair m arket 
value, regardless of cost.
The CPA selects a starting date and deter­
mines the assets and liabilities as of that 
point. The difference represents net worth, 
which the CPA then calculates for each suc­
ceeding period and measures the differences. 
The CPA adds living expenses to each year 
and subtracts funds from known sources. The 
difference equals funds from  unknow n 
sources. Generally, the CPA selects calendar
2 Three other cases were reviewed by the Supreme Court in 1954 in its consideration of net worth theory: United States y. Calderon, 348 
U.S. 160 (1954); Smithy. United States., 348 U.S. 147 (1954); and Friedbergy. United States, 348 U.S. 142 (1954).
3 This method is also known as the sources and application of funds method.
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R econstructing  W ill  I .  W y n n e 's  Incom e: 
A Case S tudy
Will I. Wynne, a 37-year-old male, was involved in an 
au tom obile  acciden t on M arch 15, 1994. He was 
employed by his wholly owned construction company 
and claimed his annual earnings were $40,000 at the 
date of the accident. He alleges that his total wage loss is 
$lm illion, measured from the date of the accident 
through his work-life expectancy, as estimated by life 
insurance industry statistics.
The insurance company suspects fraud: The injuries 
from the accident are considered minor by some physi­
cians, who support a prognosis of full recovery with no loss 
of ability to work. Wynne’s physician, however, disagrees 
and reports that the accident caused brain damage, result­
ing in diminished mental capacity and precluding future 
work. The attorney for the insurance company hires a 
CPA to evaluate the loss-of-income claim.
INCREASED ASSETS
The CPA finds that Wynne’s employment earnings have 
ceased since the accident but that his income tax returns 
show an increase in assets. Interest income is increasing, 
but taxable income is insufficient to fund the increase in 
assets. Wynne purchased several rental properties each 
year; however, available funds do not support these pur­
chases.
The CPA reviews W ynne’s individual income-tax 
returns and his accountant’s working papers for 1990 
through 1997. The CPA also reviews Wynne’s construc­
tion company’s business records, tax returns, and the 
accountant’s working papers for 1990 through 1995. The 
company had no activity during 1995 and was liquidated 
in 1996. Wynne alleges the liquidation occurred because 
of the accident.
Wynne’s tax returns reflect increasing interest income 
after the accident and indicate the increase is from 
numerous seller-financed mortgages and loans to indi­
viduals. The tax returns also reflect the acquisition of sev­
Tab le  C 1
Analysis of Net Worth of Will I. Wynne
eral residential rental properties after the accident. The 
CPA identifies bank accounts of Wynne from forms 1099 
in the accountant’s working papers and asks the defense 
attorney to subpoena the bank records for each of these 
accounts. The CPA also obtains information on financial 
institutions from the working papers supporting interest 
expense on Schedule E of the individual tax returns. 
This schedule provides descriptions of the real estate 
acquisitions, and the depreciation schedules in the work­
ing papers attached to the return provide property cost 
information. The CPA obtains information on seller- 
financed mortgages and loans to individuals from Sched­
ule B of the individual income-tax returns. The attorney 
reviews the real estate records of local counties to obtain 
information on these properties as well as to locate other 
properties acquired by Wynne.
ANALYSIS OF BANK AND REAL ESTATE INFORMATION
The CPA reviews the records from three financial institu­
tions. Financial statements prepared by Wynne support 
the CPA’s suspicion that net worth has been increasing 
since the accident. The statements also provide evidence 
Wynne acquired a new boat and new truck in 1996 with­
out any bank indebtedness. Information from one finan­
cial institution includes five cashier’s checks for $9,900 
each, issued to Wynne in 1997. (There was no reporting 
of this cash transaction to the IRS, because each transac­
tion was under $10,000.) The cashier’s checks were used 
to purchase annuities.
Included in the records is mortgage information on 
the rental properties, which reflects that Wynne paid 
20% of the purchase price in cash and financed the bal­
ance. The bank information also includes the beginning 
and ending liability amounts.
Each year, Wynne is acquiring numerous properties 
with funds used for a 20% down payment. The proper­
ties are residential rental properties containing two, 
three, or four units.
continued on page 4
1994 1995 1996 19971992 1993
Net worth as of December 31 $550,000 $575,000 $600,000 $725,000 $818,000 $1,025,000
Annual change 25,000 25,000 125,000 93,000 207,000
Add living expenses 48,000 52,800 58,080 63,888 70,277
Less funds from known sources (18,000) (75,000) (38,000) (65,000) (88,000)
Total funds from unknown sources $55,000 $2,800 $145,080 $91,888 $189,277
3
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ANALYSIS OF CONSTRUCTION COMPANY RECORDS
Wynne’s construction company’s gross income had 
declined dram atically since 1990, and losses were 
incurred each year. Wynne had not taken any salary in 
1991 and 1992, but company records reflect a $40,000 
annual salary to him in 1993 and 1994. Review of the dis­
bursement register reflects that $40,000, net of applica­
ble payroll taxes, was paid to Wynne in April 1994 and 
recorded as 1993 salary. A nother check shows that 
$10,000, less applicable payroll taxes, was paid to Wynne 
in April 1994 and recorded as 1994 salary. The CPA 
notes both amounts were paid after the accident.
Corporate tax returns for 1993 and 1994 reflect 
deductions for officer’s compensation of $40,000 and 
$10,000, respectively; however, the CPA notes that com­
pensation was funded from accumulated cash, not cor­
porate income, because corporate income was insuffi­
cient to meet other operating expenses. Operating losses 
were generated each year from 1990 through 1994, 
resulting in a cumulative operating loss totaling $167,000 
at the end of 1994.
THE CPA's CONCLUSIONS
Wynne’s compensation from his corporation should be 
adjusted to zero, because the evidence supports that this 
company was losing money and gross income was declin­
ing. Wynne had no salary from this business in the four
years before the accident, but after the accident, he took 
accumulated cash in the form of salary. The CPA con­
cludes the company became inactive after the accident 
because it was failing before the accident.
Wynne’s efforts shifted in 1992 to the accumulation 
and management of rental properties. In 1992, his tax 
return reflected ownership of 4 properties. This grew to 
8 properties in 1993, and 10 properties in 1994. The 
1994 return reflects the sale of 2 properties acquired in 
1992. Wynne financed those sales for the seller by taking 
20% cash and 80% in a note receivable bearing 10% 
interest. All 1994 real estate activity was after the acci­
dent. Wynne acquired 4 additional properties in 1995 
and 6 in both 1996 and 1997.
Wynne was receiving substantial amounts of money 
from an unidentified source and was using those funds 
to acquire assets and fund living expenses. Known 
sources of funds were rental income, cash withdrawn 
from the corporation, and interest income. Uses of 
funds significantly exceeded this amount, as evidenced 
by the acquisitions and expenditures. The net worth 
m ethod  established the am oun t of incom e from  
unknown sources to total $429,045 for 1994 through 
1997 (see table C1). The plaintiff dropped the lost-wage 
claim, and the attorney turned over the CPA’s work 
product to the IRS and the U.S. attorney.
years as the measuring period to correlate 
with income-tax returns and other reporting 
documents, such as form 1099. (See table 1 
for the equation.)
An alternative, the expenditures method, 
may be used to establish incom e from  
unknown sources. With this method, total 
expenditures are reduced by known sources 
of income, and the difference equals income 
from unknown sources. This method may be 
useful when income is used primarily for 
expenditures and not to acquire assets or 
reduce liabilities.
Inform ation necessary to establish net 
worth may be obtained from the individual, 
third parties, and public records. The infor­
mation may include the following:
▲ Tax returns, includ ing  incom e tax 
returns, sales tax returns, and tax returns of 
related business entities.
▲ Real estate records, including purchase 
and sale documents and assessment records.
▲ Financial institution records, including 
loan applications, financial statements, bank 
statements, deposit slips, canceled checks,
and cashier’s checks.
▲ Legal records, including lawsuits and 
judgments and depositions.
▲ Other records, including investm ent 
accounts, insurance records, and accounting 
working papers.
A USEFUL TOOL
The net worth method of proof is a useful 
tool to reconstruct income. Although this 
method was developed for tax fraud cases, it 
is applicable to o ther types of litigation. 
Individuals involved in divorce proceedings 
may fail to disclose all income, and the net 
worth or expenditures method may identify 
the am ount of h idden funds. Embezzle­
ment and other white-collar crimes may be 
proven by using the net worth method to 
support the value of the theft. Fraudulent 
wage loss claims may be established by 
showing that the plaintiff's income has not 
ceased (see the case study on page 3). This 
method is a useful tool for CPAs, who have 
the training and expertise to present effec­
tively the evidence of unreported funds.
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E ditor’s note: The preceding 
article is adapted from a chapter 
written by the authors for Income 
Reconstruction: A Guide to Discover­
ing Unreported Income (New York:
AICPA, 1999) edited by Kalman 
A. Barson, CPA/ABV, CFE.
Readers may also be interested 
in the other topics covered in 
Income Reconstruction, which 
include sample checklists for 
reconstructing personal income 
and business income and case 
studies involving various indus­
tries including fuel oil whole­
sa le rs/re ta ile rs , architects, 
accounting practices, gasoline 
retailers, car dealerships, restau­
rants, law practices, construction, and retail 
clothing. To obtain a copy, visit the AICPA 
   
ASSESSING THE IMPACT 
OF SYNERGY ON VALUE
Mark L  Zyla, CPA/ABV, CFA, ASA
Many recent studies have examined the suc­
cess rates of acquisitions. Surprisingly, their 
conclusions consistently show that nearly two- 
thirds of all acquisitions are deemed failures 
when measured by a return less than the cost 
of capital used in the acquisition.1 In other 
words, in most cases, acquisitions destroy, 
rather than create, value. One reason a com­
pany returns less than its cost of capital is that 
the acquirer may misvalue the potential syn­
ergy of a transaction.
Synergy is a perceived benefit that relates 
to the potential or enhanced strategic posi­
tion, operational performance, or managerial 
decision making that can arise from the com­
bination of two or more companies.2 The 
analyst often uses the perceived value of syn­
ergy to justify a higher acquisition price, but 
frequently does not consider all relevant fac­
tors when performing a valuation analysis of 
potential synergies to determine an appropri­
ate acquisition price. Consequently, the ana­
lyst may conclude the benefits are greater 
than they are.
Tab le  1
Calculating Net Worth
January 1, 19XX........................... Assets at cost
Less ...............................................Liabilities outstanding as of January 1, 19XX
Equals ...........................................Beginning net worth
December 31, 19XX ....................Assets at cost
Less ...............................................Liabilities outstanding as of December 31, 19XX
Equals ........................................... Ending net worth
Change in net worth ....................Ending net worth less beginning net worth
Add ...............................................Living expenses
Less ...............................................Funds from known sources
Equals ........................................... Funds from unknown sources
Web site (www.aicpa.org) or contact the
AICPA Member Satisfaction center at 888-
777-7077. Ask for product no. 056500CX.    
Nevertheless, synergies do exist. 
Often the motive for an acquisition is 
the value creation that can result in sev­
eral ways from the transaction’s synergy. 
Value can be created, for example, 
through revenue enhancement, cost 
reductions, increased operating cash 
flow, improved managerial decision making, 
or the sale of redundant assets. However, value 
created from proposed synergies also may 
have an incremental investment cost as well.
REVENUE ENHANCEMENT
One primary motive for an acquisition is to 
increase revenues. Through acquisitions, 
companies can increase their market shares, 
which should provide greater cash flow in the 
future. Additionally, companies may make 
acquisitions to use available technology or 
intellectual property more effectively in the 
marketplace at a cost lower than developing 
the technology internally.
Revenue enhancement as a growth strat­
egy is found in high-growth industries. In the 
technology industry, for example, market 
share is paramount, and intellectual property 
and technology can be acquired quickly 
through an acquisition. This strategy was 
demonstrated in Sun Microsystems’ recent 
acquisition of Star Division Corp., which 
developed a suite of office system software
1 Copeland, Valuation: Measuring and Managing the Value of Companies, 2nd Edition, (New York: John Wiley, Inc, 1995), p. 416.
2 Coopers & Lybrand (PricewaterhouseCoopers), Corporate Finance Power Learning Series.
Mark L. Zyla, CPA/ABV, 
CFA, ASA is a share ­
holder of Phillips Hitch­
ner Group, Inc., Atlanta. 
He is a former member 
of the AICPA Business 
Valuation  Subcom m it­
tee.
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Synergy also can 
create value 
through the 
improvement of 
managerial 
decision making.
similar to Microsoft Office. Sun, through its 
own distribution experience, plans to make 
this software available through the Internet. 
The acquisition allowed Sun to not only 
acquire a functioning system without the 
opportunity costs associated with develop­
m ent but also offer existing customers a 
product that complements Sun products. 
Sun’s strategy is to create value through 
increased revenue and market share.3
COST REDUCTION
Another common strategy that creates value 
from the synergy of an acquisition is cost 
reduction through enhanced manufacturing 
efficiencies, consolidation of overhead, or 
increased economies of scale. Consider, for 
example, the value creation through cost 
reduction achieved by the acquisition strategy 
of Service Corp. International (SCI), a Hous­
ton-based corporation that owns more than 
4,500 funeral homes, cemeteries, and crema­
tories worldwide. SCI’s successful strategy has 
been to acquire high-volume funeral homes, 
maintaining their original names and local 
reputations, yet clustering the homes with 
cemeteries, marketing services, and embalm­
ing to reduce costs.4
Synergy also can create value through the 
improvement of managerial decision making. 
Often an acquiring company has greater 
managerial and financial resources than the 
acqu ired  company. The dep th  of these 
resources can result in better working capital 
management, shorter production cycle times, 
and less need for future capital expenditures, 
each of which may create value. Better man­
agement decisions also can result in the sale 
of noncore businesses, technology, and intel­
lectual property, which can create value not 
only from the cash received from the sale but 
also through shifting greater managerial 
resources to value creation in the company’s 
core competencies.
For example, Telefon ABL.M Ericsson, the 
Swedish telecommunications company, pro­
posed a sale of real estate holdings as part of 
its strategy to concentrate on its core business 
and to use its capital more efficiently. The 
market value of the real estate divestiture is 
believed to be between $1.1 billion and $1.2 
billion. In addition to selling certain real
estate, E ricsson’s capital program  also 
includes better m anagem ent of accounts 
receivables and inventory.5 Ericsson plans to 
create value through synergies derived from 
better asset management. While this strategy 
is not directly related to a recent acquisition, 
it does illustrate that value can be created 
from better m anagerial decision making 
about assets acquired in previous transactions.
HIDDEN COSTS
Valuation professionals often focus on only 
the benefits of synergies when performing a 
pricing analysis for an acquisition. However, 
acquirers often m ust make increm ental 
investments before realizing the return on 
capital generated by synergies. Many analysts, 
however, do not consider these incremental 
investments or “hidden” costs when perform­
ing a pricing analysis or valuation of a poten­
tial target. Failure to consider the hidden 
costs often causes the overvaluation of a 
potential target, which may lead to destroy­
ing, rather than creating, value.
One potential “cost” many analysts often 
ignore in estimating the value of potential 
synergies is com petitors’ reactions to an 
acquisition. An acquisition does not take 
place in a vacuum. Market reactions may 
affect the assumptions behind the valuation 
of the potential synergies of the valuation 
model in an acquisition and can change the 
fundamentals that drive an acquisition price. 
Competitors may react by making acquisi­
tions of their own, which often changes the 
m arket’s dynamics. Competitors may also 
lower prices or lure away key employees of 
the target company.
Consider, for example, the pricing of long­
distance phone service before and after the 
recent MCI-WorldCom merger. One reac­
tion to the M CI-W orldCom m erger was 
lower prices. Before the merger, the industry 
standard seemed to be “ten cents a minute” 
of long-distance use. Recently, the price has 
been advertised as “seven cents a minute.” In 
pricing the transaction, the merger analysts 
would have to consider the com petition’s 
reactions to changing market dynamics.
ELIMINATING REDUNDANT OVERHEAD
Valuation analysts also must consider other
3 The Wall Street Journal, August 31, 1999.
4 Ibid.
5 Ibid.
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types of incremental investments in pricing a 
transaction that may be necessary to realize 
the value of synergies. One potential benefit 
of an acquisition is the elimination of redun­
dant overhead. This strategy of value creation, 
however, may not be as simple as it first 
sounds. Eliminating redundant overhead is 
frequently subject to company policy and 
legal restraints. For example, part of a transac­
tion’s value creation may be the elimination 
of corporate managerial overhead. In order 
to achieve that cost reduction, the acquirer 
may have to invest in severance packages, 
relocation, training, and other costs.
The acqu ired  entity  also may have 
stranded fixed costs such as leases and other 
expenses that cannot be eliminated immedi­
ately. In addition to those costs, the acquirer 
often invests in process changes such as inte­
grating new equipm ent into the merged 
entity and training for employees. When pric­
ing an acquisition, valuation analysts must 
consider the cash outflows associated with 
such investments as well as the potential ben­
 
AICPA ESTABLISHES 
ABV HALL OF FAME
First Annual Awards Given in Las Vegas
At the Annual AICPA National Conference 
on Business Valuation held December 5-7 at 
the Venetian Hotel in Las Vegas, awards were 
presented to the first inductees into the 
AICPA Accredited in Business Valuation 
(ABV) Hall of Fame.
All of the inductees were founding mem­
bers of the business valuation subcommittee 
when it was formed as a task force in 1989. 
They are:
▲ Carl Alongi, Pulakos & Alongi, Ltd., 
Albuquerque
▲ Larry R. Cook, Larry R. Cook & Associ­
ates, PC, Houston
▲ Edward Dupke, Rehmann Robson, PC, 
Grand Rapids, Michigan
▲ Terry Korn, Berdon & Co., LLP, New 
York
▲ Gary Trugman, Trugman Valuation 
Associates, Inc., Morris Plains, New Jersey
▲ Steven E. Sacks, Senior Technical Man­
ager, AICPA Consulting Services Team
efits of a transaction’s synergy.
POSTMERGER INTEGRATION
The valuation analyst also must consider 
other factors that can affect the realization of 
potential synergies. The postmerger integra­
tion process of the acquired company is vital 
to achieving value creation through syner­
gies. The identified synergies must be the dri­
vers for the postmerger integration, or else 
value may not be created. The integration 
creates another level of risk for both entities, 
which the valuation analyst needs to consider 
in determining the target’s cost of capital or 
the required rate of return.
Postmerger integration issues, as well as 
competitors’ reactions, can contribute to the 
hidden costs of an acquisition. Valuation ana­
lysts need to consider them along with the 
usually positive impact of revenue enhance­
ments, cost reductions, and generation of 
other efficiencies when asked to assist in a 
pricing analysis of a potential acquisition that 
includes the synergy of a transaction. CE
   
The postmerger 
integration process 
of the acquired 
company is vital to 
achieving value 
creation through 
synergies.
   
Each inductee received a crystal trophy in 
recognition of his contributions in making 
the AICPA and CPAs leading players in the 
business valuation profession.
VOLUNTEERS OF THE YEAR
Several volunteers received an ABV Volun­
teer of the Year Award in recognition of their 
accomplishments in various AICPA business 
valuation initiatives. They are:
▲ Arthur F. Brueggeman, Brueggeman 8c 
Johnson, PC, Seattle
▲ James R. Hitchner, Phillips Hitchner 
Group, Atlanta
▲ Nancy Fannon, Baker, Newman and 
Noyes, LLC, Portland, Maine
▲ Michael Mard, The Financial Valua­
tion Group, Tampa
▲ R. Christopher Rosenthal, Ellin and 
Tucker, Chartered, Baltimore
In his luncheon address to almost 800 con­
ference participants, Butch Williams, Chair of 
the AICPA Business Valuation Subcommit­
tee, recognized the enormous efforts and 
accomplishments of the award winners and 
described the subcommittee’s plans to grow 
the ABV credential and business valuation 
guidance in general. CE
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AUTO DEALER 
CONSOLIDATION: THE 
IMPACT ON VALUATIONS
Timothy W. York, CPA/ABV, CVA, and James L  "Butch" Williams,
Timothy W. York, C PA / 
ABV, CVA, and James L. 
“Butch” Williams, CPA / 
ABV, CVA, CBA, are  
shareholders of the Birm­
ingham, Alabama-based 
Williams, Taylor & Asso­
ciates, PC. The firm is a 
founding member of the 
F inancia l C onsu lting  
Group, a national group 
of independent valuation 
and litigation  services  
firm s. M r. W illiam s  
chairs the AICPA Busi­
ness Valuation Subcom­
mittee.
CPA/AB V, CVA, CBA
Not long ago, one could value an automobile 
dealership without even considering public 
multiples because automobile dealer compa­
nies were not publicly traded. In the last few 
years, however, several dealerships have 
become publicly traded. Not only have the 
approaches to valuing auto dealerships 
changed since then, but the values of the 
dealerships have changed as well. No longer 
can one value a dealership by simply applying 
an asset-based methodology and an industry 
rule of thumb. Today’s valuations of automo­
bile dealerships require the full barrage of 
valuation techniques, as well as some special­
ized knowledge of the industry. Four areas 
su rround ing  this subject seem to have 
changed noticeably: the reasons for the valua­
tions, the approaches to the valuation, the 
valuation factors, and the values themselves.
CONSOLIDATION WAVE
Why are automobile dealership valuations 
being performed? Of course, many still occur 
for the same reasons as in the past: estate and 
gift taxes and planning, marital dissolution, 
shareholder disagreements, and so forth. An 
increasing num ber of valuations, however, 
are being performed for mergers and acquisi­
tions. With the large wave of consolidation 
still occurring in the industry, many dealers 
find themselves wanting to know the worth of 
their holdings. Many are asking what a con­
solidator, using an investment value as the 
standard of value, would pay for their dealer­
ships. This request can certainly create differ­
ences in the value of the same dealership, as 
compared with a more common standard of 
value such as fair market value. Should this 
request be made, the valuer should investi­
gate the subjective and objective factors con­
solidators believe are crucial.
The pace of auto dealership valuations 
also is increasing because of the sheer vol­
ume of transactions in the consolidation 
process. Dealerships approached by consol­
idators in the industry must be val­
ued based on an investment value 
standard, although these valua­
tions are frequently of a m ore 
informal nature. Often these valu­
ations lack the written report that 
normally accompanies valuations, 
yet the work involved to arrive at 
the value conclusion is the same as 
if one had been written. Further­
more, activity in this area could increase dra­
matically in the coming months because of 
the recent surprising announcement by Gen­
eral Motors that a newly formed subsidiary, 
General Motors Retail Holdings, will pur­
chase and operate up to 800 of its franchises 
in the largest markets in the country.
ELEMENTS OF VALUE
As with most companies, two elements consti­
tute an automobile dealership’s worth:
(1) The fair market value of its tangible 
net (of liabilities) assets.
(2) Its intangible asset value, usually recog­
nized as its earnings capacity, expressed in 
terms of goodwill or “blue sky.”
In “traditional deals,” before the advent of 
the consolidation wave, most dealerships 
were bought and sold between existing deal­
ers, and a fairly consistent pattern of the con­
sideration given for a dealership developed.
In most instances, a purchaser would 
acquire the inventories and fixed assets of a 
dealership, and the buyer would pay a multi­
ple of earnings for the “blue sky” of the com­
pany. For a long time, that multiple tended 
to range between 1 and 2 times earnings, 
with low-performing franchises bringing less 
and high-performing franchises bringing 
more.
CHANGE IN PURCHASE APPROACHES
The entry of publicly traded owners into the 
auto dealership industry, however, in tro­
duced a new breed of purchaser, and the tra­
ditional approaches to purchasing a dealer­
ship changed significantly. In the early stages 
of consolidation, strategic acquisitions were 
the rule, and prices paid for “blue sky” pro­
duced inflated multiples of earnings that bor­
dered on the absurd. Stock prices of the con­
solidators traded at high amounts as Wall 
Street expressed its initial infatuation with 
the dealer stocks. “Blue sky” m ultip les 
between 5 and 16 times earnings were com-
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P ublic ly  T raded  A u to m o tiv e  R e ta ile rs :  
Has C o n so lid a tio n  M a d e  a  D iffe re n c e ?
A recent study by PricewaterhouseCoopers (PWC) predicts 
that most likely one or more publicly traded automotive retail­
ers (PTARs) will develop a superior business plan and signifi­
cantly outperform the traditional privately owned dealer. Up 
to this point, however, overall, none of the PTARs has broken 
from the cost structure underlying the typical single-point 
dealership: 12% gross, less than 2% pre-tax return, a 6.5% 
new vehicle upfront gross, and $1,600 new vehicle cost-to- 
sell, half of which represents people costs. The PTARs’ oper­
ating models differ little from those of the traditional dealer. 
However, size and a degree of market area dominance pro­
vide PTARs with an advantage in inventory management, 
brand building, customer relationship marketing, and e-com­
merce initiatives. “Even so,” the PWC study says, “the syner­
gies and economies provided by consolidating ownership of 
the dealership network are dwarfed many times over by that 
which is possible from a true manufacturer/dealer partner­
ship and consumer centric selling.... Cost savings could be 
achieved in partnership with the manufacturer, but for that to 
occur the publicly traded automotive retailers will need to 
share in the savings. When such a profit-sharing arrangement 
between manufacturer and PTAR comes about, it will be the 
watershed event that breeches existing dealer/manufacture 
relations for all time.”
So far, however, Wall Street has been unenthusiastic about 
PTARs. Shares of four of the seven public companies with a 
major interest in retail auto dealerships are down from their 
initial offering price, five of the seven underperformed last 
year compared with the S&P 500, and five underperformed 
the broader market indexes during the first nine months of 
1999.
PTARs stock underperformed despite record profits in 1998  
for the franchised auto dealer industry and record unit sales
in the first nine months of 1999 with the average dealership 
nationwide enjoying a 13% sales increase and record-break­
ing pre-tax profits of 28%. Furthermore, expectations for the 
near term are favorable.
investors may be cautious about the limitations in revenue 
growth faced by automotive retailers even in a strong econ­
omy. Automotive retailing is a mature industry. The revenue 
for many established dealerships has reached its geographic 
potential. Future growth, therefore, will depend predomi­
nantly on local market factors and the current popularity of 
the dealer’s franchise, not management performance. There­
fore, consistently rising same-store sales are unlikely.
The PWC report cautions against confusing “consolidation of 
ownership” with “dealership network consolidation.” Except 
for a few instances, PTARs have not reduced the number of 
dealerships in a market area. In fact, in some instances, they 
have added to the number of same-make franchises in a mar­
ket. PWC predicts that the nationwide loss of dealerships by 
2005 will be about 2,500 if manufacturers succeed in accom­
plishing their announced dealership rationalization programs. 
The annual average revenue growth would be less than 2% for 
the remaining dealerships. Increases in same-store revenue 
then will have to come from total industry growth, which is 
not expected to be strong.
Instead, PTARs will have to rely on acquisitions to achieve 
substantial revenue growth. Such acquisitions may become 
more difficult to put together. One reason is the generally 
weak PTAR stock prices will reduce their buying power. Sec­
ond, successful retailers and investors have recognized the 
benefits of selective acquisition, so the prized dealerships are 
quickly being acquired. The most important reason is that 
manufacturers are monitoring acquisitions of franchises and 
resulting increases in market share. As the publicly traded 
and privately owned dealer groups grow, they are more likely 
to have to deal with limits imposed by manufacturers.
mon, and the early sellers of their dealerships 
cashed in at high levels.
Wall Street, as we all know, may be infatu­
ated for awhile, but economic reality always 
wins out in the long term. Accordingly, multi­
ples being paid have decreased in recent 
m onths, and the consolidators are much 
more in tune with the earnings capacities of 
the dealership purchase candidates. Cur­
rently, most consolidators are paying multi­
ples of 3 to 5 times earnings and closely evalu­
ate several factors including the following:
▲ Franchise mix. Earnings are the key for 
the consolidators now, and higher earning
franchises are receiving the higher multiples.
▲  Dealership profitability potential. While 
historical profitability is certainly important, 
the consolidators are interested only in deal­
erships that can generate profits consistently.
▲  Geographic location. Most consolidators 
have sought out dealerships in the major 
metropolitan areas. As a result, dealerships in 
more rural areas may not be as attractive to 
consolidators.
▲  Dealership size. Dealerships with higher 
sales volumes (greater than $50 million per 
year) are clearly more desirable than those 
with lower sales volumes.
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G u id e lin e  Public C o m p an ies  a n d  R e la te d  
E n titie s  fo r  V a lu in g  A u to m o b ile  D e a le rs h ip s
willing buyer and willing seller agree it’s 
worth, which is the fair market value. The 
marketplace, most assuredly, includes the 
consolidators as willing buyers.
AutoNation
CarMax
Group 1 Automotive
Lithia Motors
Smart Choice 
United Auto Group
Source: Automotive News
Budget Group 
Adelity Holdings 
Hometown Auto Retailers
Rush Enterprises
Sonic Automotive
▲  Facility condition and location. A major 
factor in an acquisition is the status of a deal­
ership’s facility. Older, outdated real estate in 
an undesirable location can significantly 
reduce the price paid by a purchaser that is 
facing substantial investments in addressing 
the facility needs.
▲ Contingencies. Environmental issues and 
contingent liabilities (significant dealership 
litigation, for example) also can influence 
the value of a dealership dramatically.
So, with the consolidators playing such an 
integral role in recent dealership acquisi­
tions, has the value of dealerships in general 
increased over just a couple of years ago? 
With a large dealership (more than $50 mil­
lion in sales), there is a good possibility that is 
the case. If it is located in a major metropoli­
tan area, the value increases even more. Have 
the good fortune to own the “hot” franchises? 
The value rapidly climbs higher. Operate out 
of updated facilities in a desirable location? 
The dealership’s worth increases dramati­
cally. Ultimately, a dealership’s value is what a
DIFFERENCES IN PAYMENT
Another important issue relates to the phrase 
“cash equivalents,” with respect to the prices 
being paid. Certainly, most of the transac­
tions involving consolidators include some 
form of noncash compensation from the 
public group, most commonly stock. In the 
past, most industry multiples assumed cash or 
cash equivalents. Therefore, a valuator in this 
area must be aware of the differences in pay­
ment for dealerships and how it may affect 
the value in question.
Regarding the approaches to valuation, it 
is now imperative that a valuator spends addi­
tional time studying guideline public compa­
nies. Studies of the current publicly traded 
automobile dealerships and related entities 
can help in this process. (See the sidebar on 
this page for a list compiled by Automotive 
News.) Studies of these companies not only 
may help in calculating the value of an indi­
vidual dealership but also may provide invalu­
able information about the aforementioned 
valuation factors and even prior transactions 
involving other auto dealerships.
In summary, the process of valuing dealer­
ships has changed dramatically in just the last 
four years. While only a few years ago, the val­
ua to r could rely heavily on the asset 
approach methodology and industry multi­
ples, the process now has become much 
more complicated. The process of valuing an 
automobile dealership now requires even 
m ore up-to-date knowledge of this ever- 
changing industry. CE
   
ENSURING YOUR 
TESTIMONY IS HEARD
As expert witnesses, CPAs explain complex 
concepts and transactions to ju ries  and 
judges unfamiliar with accounting and finan­
cial matters. This task is becoming increas­
ingly challenging as changes in attitudes, eth­
nicity, and communication methods in the 
United States influence how judges and juries 
respond to information presented to them.
The impact these challenges have on 
expert witness testimony was addressed 
by Sonya Hamlin, a jury and communica­
tions expert, at the October 18-19, 1999 
AICPA Advanced Litigation Services
Conference in Atlanta. Hamlin, who has 
taught communication skills at various uni­
versities including Harvard Law School, con­
sults with law firms on advocacy skills, demon­
strative evidence, witness preparation, and 
strategy.
Technological advances have affected the 
com m unication process. Television, for
TIP
of the Issue
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example, has weakened many people’s ability 
to concentrate for longer than 1½ minutes. 
Visual reinforcement is now the key to effec­
tive communication.
Consider also the impact of working with 
com puters and com m unicating through 
e-mail. People now customize, edit, and con­
trol the information they receive, and they 
relegate hard information and nonfiction to 
the last place, says Hamlin. The significance 
of this is that in a very brief period the expert 
witness must provide listeners with enough 
information to establish who he or she is so 
listeners will understand the purpose of the 
speaker’s agenda and know why they should 
listen.
What makes people listen, according to 
Hamlin, are self-interest, the expert witness’s 
credibility, and the m anner in which the 
expert presents the information. To help 
establish credibility, the expert witness needs 
to be easy to listen to and perceived as 
“human” by the jurors.
USING VISUAL AIDS
Since people tend to look at, rather than lis­
ten to, inform ation, a p resen ter of data 
should use visual aids. Hamlin advises using 
slides. Flip charts create a perception that the 
information is temporary, although they can 
be useful when the witness thinks a jury isn’t 
getting the point and needs to explain fur­
ther. She advises witnesses not to use laser 
pointers to focus the jury on information. 
Because it’s impossible for the user of a 
pointer to hold the point perfectly still, the 
quivering point of light on the visual aid cre­
ates the impression that the witness is ner­
vous.
An exhibit with many pieces of informa­
tion needs to be rolled out gradually. Hamlin 
advises boiling inform ation  down to its 
essence, separating the data, and adding
pieces bit by bit to build to a point. An expert 
witness should give only as much information 
as he or she can control and explain at one 
time and then add and explain some more. 
The witness should avoid giving members of 
the jury all of the data at once. Otherwise, 
they are likely to try to figure out the mean­
ing of the data themselves rather than listen 
to the witness’s explanation.
Hamlin advises witnesses to avoid making 
the jury feel incompetent and to help the 
jury  understand  a poin t by starting with 
something they know. Accounting informa­
tion can sometimes be introduced by saying, 
“Suppose you were balancing your check­
book,” or “Suppose I gave you $20 and told 
you to do this with it.” Visual aids also can 
give jurors a reference point to help their 
understanding. As an example, Hamlin dis­
played an exhibit used in the Exxon Valdez 
trial. The photograph showed a 100-foot tall 
hotel in Fairbanks, Alaska to help jurors com­
pare it with the 940-foot length of the Exxon 
Valdez ship.
KEEPING IT SIMPLE
Hamlin advises witnesses to avoid using jar­
gon that jurors may not understand. She also 
suggests writing out technical terms and dis­
playing a glossary off to the side to which 
jurors may refer during testimony. Synonyms 
can help to clarify systems and processes.
She also advises against abbreviating. The 
jury must be able to understand the visual aid 
each time they look at it. They probably 
won’t recall the meaning of abbreviated unfa­
miliar terms.
People’s needs, assumptions, interests, and 
forms of learning and paying attention are 
changing. Consequently, the expert witness 
needs to use new techniques to help others 
understand their special testimony. CE
  
AICPA ISSUES PROPOSED SSARs 
FOR WRITTEN BUSINESS 
VALUATIONS
The AICPA issued an exposure draft of the 
Proposed  S tatem ent on S tandards for 
Accounting and Review Services: Financial 
Statements Included in Written Business Valua­
tions. It will be posted on the AICPA Web site
in the first quarter of 2000. The proposed 
Statement exempts from the applicability of 
SSARS 1, Compilation and Review of Financial 
Statements (AICPA, Professional Standards, 
vol.2, AR sec. 100), historical financial state­
ments and normalized financial statements 
included in written business valuations. Com­
ments on the proposed Statement must be 
received by June 9, 2000.
FYI
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TREASURY RELEASES FINAL 
REGULATIONS ON ADEQUATE 
DISCLOSURE OF GIFTS
The Treasury Department issued final regula­
tions for adequate disclosure of gifts. Compli­
ance with the regulations is required to start 
the three-year statute of limitations for rede­
termining fair market value. The regulations 
adopt, with minor changes, proposed regula­
tions published December 22, 1998. Treasury 
has clarified some of the valuation disclosure 
requirements to which objections were raised 
in an April 1999 hearing. Among the changes 
is a provision to allow submission of an 
appraisal report as an adequate disclosure of 
the valuation issues. If the appraisal reports 
are to satisfy the disclosure requirements, 
they must contain some specific components 
and the appraisers who issue reports must 
m eet specific minimum qualifications. A 
complete copy of the final regulations is 
downloadable at www.fcglc.com.
Taken from the “FCG Estate &  Gift Valuation
E-Flash, ” published by the Financial Consulting 
Group, a national association of independent liti­
gation and valuation services firms. The “E-Flash ” 
is edited by John Gilbert, CPA/ABV, managing 
director with the Financial Valuation Group, Inc., 
Great Falls, Montana.
NEGLIGENT EXPERT CAN BE SUED 
FOR MALPRACTICE
An expert witness is not protected from pro­
fessional malpractice liability by the doctrine 
of witness immunity, Pennsylvania’s Supreme 
C ourt ruled. The expert’s testimony was 
stricken because a m athem atical e rro r 
pointed out to him during cross-examination 
completely undermined his calculation of a 
plaintiff s damages. (Source: The Legal Intelli­
gencer. For the  com plete story, see 
http://www.lawnewsnetwork.com/sto­
ries/A8511-19990ct28.html).
Submitted by D. Paul Regan, Hemming Morse, 
Inc. CPAs San Francisco, 415-836-4000, 
reganp@hemming. com. CE
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